9:46: 27 AM

CALL TO ORDER

Co- Chair

HOUSE FI NANCE COWM TTEE
April 6, 2012
9:46 a. m

Stoltze called the House Finance Conmittee neeting

to order at 9:46 a.m

MVEMBERS PRESENT
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Representative
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Representative
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Representative
Representati ve
Representati ve

VEMBERS ABSENT
None
ALSO PRESENT

Representati ve
Staff,

Representative Thonpson;
Attorney Ceneral,

Bill Stoltze, Co-Chair

Bill Thomas Jr., Co-Chair
Anna Faircl ough, Vice-Chair
Ma Costello

M ke Doogan

Bryce Edgnon

Les Gara

David Guttenberg
Reggi e Joul e
Mar k Neuman
Tammi e W1 son

Pi er son,
Assi st ant

Steve Thonpson, Sponsor ; Jane
Susan Poll ard,

Departnent of Law.

PRESENT VI A TELECONFERENCE

El i zabet h Hensl ey,

NANA Regi onal Corporation; Lance MIler,

Vi ce President Resources, NANA Regional Corporation; Janes
Mery, Senior Vice President, Lands and Natural Resources,
Doyon LTD, Bob Swenson, State Geologist, Departnent of
Nat ural Resources.
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HB 276 was HEARD and HELD in Committee for
further consideration.

#hb276

HOUSE BI LL NO 276

"An Act providing for a credit against the oil and gas

production tax for costs incurred in drilling certain
oil or natural gas exploration wells in the Nenana
Basin."

9:47:29 AM

Vice-chair Fairclough MOVED to ADOPT proposed conmttee
substi tute, wor k draft 27-LS1193\ G (Nauman/ Bul | ock
3/27/12).

Co-Chair Stoltze OBJECTED for the purpose of discussion.

REPRESENTATI VE STEVE THOWPSON, SPONSOR, spoke in support of
the proposed committee substitute (CS). He observed that
the bill was originally conceived to provide tax credits
that were neaningful enough to attract exploration in the
Nenana Basin in order to alleviate the staggering energy

costs in Fairbanks. He observed that $660 mllion was spent
| ast year for space heating with an average kilowatt per
hour cost of 23 cents. Heating oil was over $4.00 per

gallon and natural gas was at $23 per thousand cubic feet
(Mcf) and only available to 1,100 custoners due to
shortages of suppli es.

Representative Thonpson observed that nany people were
burni ng wood or coal due to the high costs of energy, which
was not hel ping Fairbanks neet the Environmental Protection
Agency's (EPA) [air quality] standards of 2.5 parts per
mllion. He asserted that some residents had to choose
bet ween paying for necessities or keeping warm during the
Wi nter.

Representative Thonpson stressed that the |ack of adequate
gas supplies had also created a stunbling block for
econonmi ¢ devel opnent ; busi nesses were struggling and
devel opnment had been curtailed. He pointed out that the
Nenana Basin lay just 50 mles north of Fairbanks. The
basin held exciting potential for gas and possibly oil
situated adjacent to roads, the rail road and power
transm ssi on systens.
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Representative Thonpson noted that the bill was devel oped
after working with the House Resources Comm ttee,
Department of  Natural Resources (DNR), Department  of
Revenue (DOR), Depart ment of Law (DAQL), and ot her
communities interested in the concept. The bill was
expanded to i ncl ude drilling in ot her
unexpl or ed/ under expl ored basins or areas, and expanded to
additionally include seismc exploration. He enphasized
that the original concept of the bill was preserved, which
was to serve Alaskans, not only by providing incentives
that could lead to commercialization of hydrocarbons for
export, but also to pronote exploration for oil and gas
resources in frontier basins where there was a possibility
for local regional use.

9:50: 48 AM

Represent ati ve Thonpson observed that ever present in these
di scussions was how to bal ance the elenents of the bill as
a public policy:

e The State’'s Priority to inspire exploration and
devel opnent ;

* The level of R sk that was reasonable for the state to
carry;

e The total financial contribution the state was willing
to make; and

e The potential for a return on the state’s investnent.

JANE PI ERSON, STAFF, REPRESENTATIVE THOWPSON, expl ained the
changes between HB 276, Version E and Version G The major
change occurred in section 2, which provided for a 4
percent production tax for the first seven years follow ng
the commencenent of commercialization or production taxes
| evied under AS 43.55.011(e), whichever is less, for a
production before 2022, should there be a comercial find
of oil or gas produced south of 68 degrees North [|atitude,
ot her than the Cook Inlet.

Ms. Pierson explained that under the draft, section 2 was
subj ect to subsection (j), which referred to Cook Inlet gas

or subsection (k), which related to Cook Inlet oil. She
expl ai ned that new production in Cook Inlet after 2012 and
before January 2020 could fall into the four percent tax.

She observed that if "kitchen |ights" cane on board in 2020
there would be two years under the (j) tax rate and then a
switch to the four percent tax rate. The change was not
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within the original intent of the legislation to fence out
the North Slope and Cook Inlet and to offer the tax break
in "mddle earth". She suggested that the unintentional
change could be easily fixed by the conmttee.

Ms. Pierson noted that federal on shore |ands were added
after discussions with the Departnent of Revenue. The tax
consequence would be equal to that on private |ands. Many
of the basins were conposed of a conbination of federal
private and state | ands.

Ms. Pierson observed that conform ng amendnments relating to
the four percent tax were made in Sections 7 and 8.
Production tax would be subject to the sane benefits and
taxes available to other taxes under AS 43.55.011

9:55: 09 AM

V5. Pierson discussed Section 6, which included six
geologic areas for exploration (map on file). Al'l these
areas were identified by Departnment of Natural Resources as
having potential for discovery of hydrocarbons and wth
some proximty to existing comunities struggling wth high
energy costs.

» Kot zebue and Sel aw ck Basins

e Nenana and Yukon Fl ats

e Emmmonak

e dannallen and Cooper River area

* Egegi k — Northern Al aska Peni nsul a

e Port Mller — Southern Al aska Peni nsul a

Ms. Pierson observed that with the addition of these other
five areas, the potential cost and risk to the state rose.
To address this HB 276 limted the nunber of exploration
wells and seismic exploration eligible for credits and
l[imted the credits. Exploration well credits were |imted
to four wells in one of the areas identified on the map

with no nore than two wells in any one area. The tax
credit for drilling was 80 percent of the total exploration
expenditures for work perforned or $22.5 mllion, whichever

was less. (The credit was 15 percent nore than what woul d
currently be available in existing statute, unless the

total cost was 20 percent over 22.5 nillion; then 65
percent was better). The total nmaximum credit was $90
mllion.
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Ms. Pierson concluded that the increase was slightly nore
than the current anount.

Ms. Pierson spoke to seismic credits. Seismc credits were
created in the bill to attract new geophysical analysis.
The seismc credits could be allotted for wup to four
projects, wth no nore than one in any of the areas
identified on the map. The credit anount was 75 percent of
the total exploration expenditures, or $7.5 mllion

whi chever is less (i.e. 10 percent nore than what was
available in existing statute, unless the total was 35

percent over 7.5 mllion). The total maximm credit that
woul d be available was $90 nmilli on. Seismc projects were
subject to the same pre-qualification criteria as drilling.

Credits apply to work perforned after June 1, 2012 and |ike
other production tax credits in AS 43.55.025, would expire

in 2016. The tax credit was also stackable wth other
credits provided under AS 43.55.025 or AS 43.55.023. I t
was the intent of the bill that the quick w ndow for these

credits would create a frontier basin stanpede.

Ms. Pierson explained that Section 6 was created to ensure
the state’'s investnment was warranted, and exploration
projects were sound, wth DNR s input, prequalification
criteria were created that nust be satisfied before any
proj ect commenced. DNR has broad discretion to weigh these
factors within 60 days or as soon as practicable before

approvi ng or denyi ng expl oration wel | or seismc
exploration credits under the bill. The pre-qualification
criteria can be found for drilling on page 7, line 21
t hrough page 8, line 2 and for seismc on page 8, lines 24

t hrough page 9, line 2.

Ms. Pierson also key in discussions, was how the state gets
a return on its investnent. Mre geological data for state
use and public release helped to expand our know edge of
the potential resources in these renote areas. Geologica
data assisted present and future explorers, and seismc
data that <could very well attract new investnment and
devel opment in the state, bringing the potential to
i ncrease production, tax revenues and royalti es.

Added as qualification for the credits under HB 276 was a

requirenent that all exploration drilling and seismc data
collected must be turned over to the state and nade
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avai lable for public release within tw years of receiving
the credit under this bill.

9:59:11 AM

Ms. Pierson reviewed Section 2. The final consideration
that arose was what if an explorer in one of the renote
areas of Al aska was successful. The renote frontier areas
were difficult to reach, face logistical obstacles, and
chal l enges getting hydrocarbons to market. Yet producers
in these areas wuld pay the sanme production tax as
conpani es on t he North Sl ope t hat al r eady has
infrastructure and access to markets. She reported that
anot her conponent was added to address the situation. She
read the follow ng

"For those explorers who reach commercial production
in a frontier basin, we gave them a break on their
production tax rate of 4 percent or taxes under
43.55.011(e), whichever is less, for seven years
foll owi ng commencenent of conmercial production, in an
area that did not have oil or gas production prior to
January 1, 2013. After seven years, the tax rate
reverts back to what is in existing statute. The tax
rate was crafted only to apply to new production south
of 68 degrees latitude for oil and gas not subject to
(j) or (k) of this section. This bill gives no breaks
on Royalty, corporate incone tax, or property taxes.
What it does, is give explorers willing to take the
risk to explore in these renpbte areas sone
predictability for t he first seven years of
hydrocarbon commercialization. This will assist these
conpanies obtain financing for infrastructure and
ot her costs associated with renote areas."”

Ms. Pierson observed that discussions with Doyon indicated
problenms with financing due to these factors.

Co-Chair Thomas understood a bridge was needed to access
t he Nenana Basin. Representative Thonpson explained that an
ice bridge was built and did not know if another bridge
woul d be funded.

Co- Chair Thomas questioned what would occur in the case of
a dry hole. Representative Thonpson explained that the
producer was eligible for a credit in the case of a dry
hol e conditi oned on the due diligence paper work.
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Representative Joul e announced that he intended to offer an
amendnent raising the exploration cap from $22.5 mllion to
$25 mllion; the same credit available for Cook Inlet.

Co-Chair Stoltze WTHDREW his OBJECTION, There being NO
OBJECTI ON, work draft 27-LS1193\ G was adopt ed.

Co-Chair Stoltze OPENDED public testinony.

10: 05: 22 AM

ELI ZABETH HENSLEY, NANA  REGQ ONAL CORPORATION  (via
tel econference), testified in support of HB 276. She
stressed the high cost of energy in the NANA Regi on, which
averaged $7.92 per gallon for gas. She believed the
| egi slation would incentivize exploration in the region.

LANCE MLLER, VICE PRESIDENT RESOURCES, NANA REG ONAL
CORPORATI ON (via teleconference), testified in favor of HB
276. He shared that two stratigraphic wells were drilled in
the Kotzebue Basin in 1974. The corporation utilized the
data to target oil and gas developnent in the area. The
chal l enge has been to attract risk capital. He felt the
legislation would help attract investnment. The Kotzebue
Basin was untested and untapped, but he felt it held great
potenti al .

JAMES MERY, SENIOR VI CE PRESI DENT, LANDS AND NATURAL
RESOURCES, DOYON LTD (via tel econference), spoke in support
of HB 276. He explained that Doyon LTD was a regional
corporation formed under the Alaska Native dains
Settlenment Act with over 18,000 shareholders, and was the
| argest private land owner in Alaska wth hol dings of over
12.5 mllion acres in the interior of Alaska. Doyon
primarily operated oil field support, tourism and utility
busi nesses with over 1,500 enpl oyees.

M. Mry informed the conmittee that Doyon engaged in
exploration activity in the Nenana Basin and Yukon Flats

He spoke to Doyon's business nodel. He expounded that Doyon
had invested noney in exploration precipitated by credits
offered in the past. The corporation's goal was to attract
new i nvestors as the project devel oped. He enphasized that
Doyon was truly a "local" conpany reflected in its hiring
practices and providing opportunities for |ocal conmunities
through the oil field support services. He noted the
mul tiplier effect that successful exploration would bring
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encouraged by the credits in HB 276. Seismc exploration
denonstrated that there was oil, but the geologic and
project investnment carried very high risk and proved
difficult to attract new investnent. The conventiona
producers were not interested in the area. A different tax
regine for the area was necessary. The legislation offered
assurance for Ilimted tax exposure during the initial,
hi ghest risk phase for <capital recovery and additional
credits (expected to cost the state approximately $20
mllion) on early exploration. Both pieces were essentia
to attract new capital.

Co-Chair Stoltze stressed the inportance of the activities
of the smaller Alaskan oil related conpanies, such as
Doyon, to the economy of his district and the state.

10: 16: 11 AM

Co-Chair Stoltze CLOSED public testinony.

Representative Neunman referred to Page 2, Section 2 of the
commttee substitute (CS). He questioned the seven year
period [that a four percent tax would be levied on the
gross value]. M. Pierson answered that seven years was
deened necessary after discussions with Doyon LTD.

Ms. Pierson clarified, 1in response to a question by
Representative Neuman that Section 2 defined that the seven
year period began after the point of comrercial production.
Representative Neuman wondered what the conposition of oil
and gas was. M. Pierson responded that there have been
positive indications that both oil and gas exi sted.

Representati ve Neunman expressed the desire to naximze the
val ue of the | egislation.

10: 20: 38 AM

Representative Costello asked what would happen to the
seismc information if devel opnent did not pr oduce
hydrocarbons. Ms. Pierson clarified that the information
bel onged to the state.

BOB  SVENSON, STATE CGEOLOG ST, DEPARTMENT OF NATURAL

RESOURCES (via teleconference), confirnmed that after two
years the data woul d be nade public and owned by the state.
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10: 21: 50 AM

Representative Costello understood that the state separated

exploration and production <credits in statute. She
referenced to | anguage in the bill on Page 13, line 15 that
read, "producer" includes "explorer."” She asked why the CS

cont ai ned the | anguage.

SUSAN POLLARD, ASSI STANT ATTORNEY GENERAL, DEPARTMENT OF
LAW explained that the |anguage was not a change from
current law. The |anguage related to the determ nation of
production tax val ues. Some  producers also perform
exploration. She clarified that the |anguage provided for
i nstances when a producer can collect the credit while in
exploration node. She concluded that the situation was
provided for in current |aw and did not change the statute.

10: 24: 33 AM

Representative Joule MOVED to ADOPT Anendnent 1:

Page 5, Line 14, followng "of"
Del ete [$22,500, 000] insert "$25,000, 000"

Co-Chair Stoltze OBJECTED for purpose of discussion.

Representative Joule explained that the anendnent would
raise the level of credits to $25 mllion to match the
current level allowed in Cook Inlet.

Represent ati ve Neuman questioned what statute specified the
$25 mllion tax credit. M. Pierson replied that the
provi sion was contained in AS 43.55.025 (b).

Anmendnent 1 was HELD in Conmittee for further
consi derati on.

#

ADJ OURNVENT

10: 27: 46 AM

The neeting was adjourned at 10:27 AM
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